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Pursuant to Rule 23, Rules of the Tennessee Suprene
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Court, the Court has accepted the follow ng question of |aw
certified by the United States District Court for the Mddle

District of Tennessee:

Whet her bonds which contain a "liquidity
demand” provision, giving bondhol ders the right
to collect the face val ue of the bonds upon

gi ving seven (7) days notice, are bonds
"maturing in six (6) nonths or less fromthe
date of issuance"” within the nmeaning of Tenn.
Code Ann. § 67-2-101(1)(B)(i), such that the
interest on the bonds is exenpt fromthe
Tennessee "Hall | ncone Tax" under Tenn. Code
Ann. 8 67-2-101 et seq.

The decision is that interest on the bonds is subject to

the State i ncone tax.

In the federal court action, the plaintiffs, as nunici pal
t axpayers, are challenging the constitutionality of the issuance by
the I ndustrial Devel opnment Board of the Metropolitan Governnent of
Nashvi |l | e and Davi dson County ("Industrial Devel opnent Board") of
I ndustrial devel opnent bonds in the anmount of fifteen mllion
dol l ars ($15, 000,000) to finance construction of facilities on the
canpus of the defendant, David Lipsconb University ("Lipsconb"), a
private, liberal arts university in Nashville affiliated with a
religious denom nati on known as the Church of Christ. The
plaintiffs contend that the issuance of the bonds violates the
Est abl i shnment C ause of the First Anendnment to the Constitution of

the United States.
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The District Court has held that in order to establish
standing to bring the federal court action, the plaintiffs nust
show that the issuance of the bonds by the Industrial Devel opnent
Board has caused a direct or indirect loss to the nmunicipal fisc.
The plaintiffs contend that if the bonds had not been issued as
"tax exenpt" bonds by the Industrial Devel opment Board,' then the
i nterest earned on the bonds would be subject to the State incone
tax, and a portion of the tax revenue collected from bondowners
residing in Metropolitan Nashville and Davidson County would be
remtted to the nmunicipality pursuant to Tenn. Code Ann. § 67-2-
119(b) (1994).% The plaintiffs assert that the resulting | oss of
revenue is a direct financial |oss which gives them standing to

prosecute the suit.

Li psconb contends that the interest earned on the bonds
is excluded fromthe State incone tax because, by virtue of a
liquidity demand provision in the bond docunments, they are bonds
"maturing in six (6) nonths or less fromthe date of issuance"
wi thin the nmeaning of Tenn. Code Ann. 8§ 67-2-101(1)(B)(i) (1994).
Li psconb therefore asserts that, even if the instrunents are not

| awful Iy issued industrial bonds, the plaintiffs cannot show any

Y nterest fromlawfully issued industrial devel opnment bonds is exenpt
fromthe State income tax. See Tenn. Code Ann. 88 7-53-305(a) (1992); 67-2-
104(e) (Supp. 1996); 67-5-205(a)(2) (1994).

2Tenn. Code Ann. § 67-2-119(b) provides:

Where a taxpayer residing within the corporate limts
of any municipality pays a tax inmposed at the rate of
six percent (6% per annum then three eighths (3/8)

of the net tax collected from such taxpayer shall be

returned to the city within which such taxpayer

resi des.
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| oss to the nunicipal fisc, and, therefore, they do not have

standing to pursue the federal action.

The bonds in this case were issued pursuant to a series
of vol um nous docunents. Key anong these docunents were: a Master
Bond in the original principal anmunt of $15, 000, 000 issued
pursuant to a Trust Indenture between the Industrial Devel opnent
Board as the issuer and Sovran Bank, N. A, as the bond trustee,
bond regi strar, paying agent and rate agent; a Loan Agreenment and
Prom ssory Note under which Lipsconb obligated itself to provide
the funds necessary for the Industrial Devel opnent Board to repay
the bonds; a Deed of Trust and Security Agreenent under which
Li psconb pledged its real estate and certain other property to
secure its obligations and the repaynent of the bonds; a Letter of
Credit Rei nbursenent Agreenent under which Sovran Bank/ Tennessee
guar anteed the repaynent of the bonds and Li psconb's obligations;
and an O ficial Statenment/Ofering G rcular through which the bonds
were marketed to nenbers of the public in denom nations of $1,000

or any integral thereof, with a m ni mum hol di ng of $5, 000.

The bonds were issued effective as of January 31, 1991,
with a stated maturity date of May 1, 2020. However, the owner of
each of the bonds has a right to demand earlier paynent under a
provision in the Master Bond referred to as "liquidity demand. "

The O ficial Statenment/Ofering Crcular provides:

Any Bondowner may require his Bonds to be
pur chased on any Business Day in whole or in
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any multiple of $1,000, subject to holding an
Aut hori zed Denomi nation of at |east $5, 000,
upon a "Liquidity Demand” from such owner to
the Bond Registrar. The Bondowner nust give
tel ephonic notice to the Bond Registrar of a
Liquidity Demand by not later than 11:00 a. m,
Eastern Time, on the 7th day prior to the date
such purchase is demanded (the "Liquidity
Date"). After giving such notice, the
Bondowner shall be deened to have surrendered
such bonds irrevocably to the Bond Registrar on
the Liquidity Date. Bonds subject to a
Liquidity Demand shall either be remarketed by
t he Remarketing Agent or purchased pursuant to
a draw on the Letter of Credit.

According to the Master Bond, during the initial variable
rate period, the bondowners will not receive certificates
representing their ownership interests in the bonds. The
beneficial ownership of the bonds will be evidenced only by book
entries in the ownership records maintained by the bond registrar,
who al so holds the Master Bond. At any tine, Lipsconb has the
option to termnate the variable interest rate feature on all the
bonds and convert the interest to a fixed rate. After the
conversion date, the Master Bond may be exchanged for certificated

bonds in fully registered form

The State inposes an inconme tax on the “interest on



bonds.”® Wether interest on the bonds in this case is subject to

the State incone tax depends upon the statutory definition of bond.

That definition, in pertinent part, is: “‘Bond neans al
obligations . . . evidenced by an instrunment whereby the obligor is
bound to pay interest to the obligee . . . [but] *Bond does not

i nclude: [o]rdinary comercial paper, trade acceptance, etc.
maturing in six (6) nmonths or less fromthe date of issuance.”’

Tenn. Code Ann. § 67-2-101(1) (1994).

In determ ning the neaning of “bond,” the Court is guided
by several rules of statutory construction. Legislative intent is

to be ascertained primarily fromthe natural and ordi nary meaning

%renn. Code Ann. § 67-2-102 (1994) provides:

An income tax in the amount of six percent (6% per annum shall be
| evied and collected on inconmes derived by way of dividends from
stocks or by way of interest on bonds of each person, partnership,
association, trust and corporation in the state of Tennessee who
received, or to whom accrued, or to whom was credited during any
year income fromthe sources above enunerated, except as hereafter
provi ded.

(Enphasi s added.)

“Tenn. Code Ann. § 67-2-101(1) provides:

(A) “Bond” nmeans all obligations issued by any person, firm
joint-stock conpany, business trust or corporation organized and
doi ng business under the |aws of this state, or any other state
evidenced by an instrument whereby the obligor is bound to pay
interest to the obligee regardl ess of whether the obligor is doing
business in this state, or whether the obligation under the ternms
of which the interest accrues is a nmortgage or lien on property
| ocated in this state or beyond the jurisdiction thereof;

(B) “Bond” does not include
(i) Ordinary comrerci al paper, trade acceptance, etc.

maturing in six (6) months or less fromthe date of
i ssuance.
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of the | anguage used in the statute, without any forced or subtle
construction that would extend or [imt its neaning. State v.

Sliger, 846 S.W2d 262, 263 (Tenn. 1993); Wrrall v. Kroger Co.,

545 S.W2d 736, 738 (Tenn. 1977). The statute nust be construed in
its entirety, and it should be assuned that the | egislature used
each word purposely and that those words convey sone intent and

have a neaning and a purpose. Tennessee G-owers, Inc. v. King, 682

S.W2d 203, 205 (Tenn. 1984). The background, purpose, and general
ci rcunst ances under which words are used in a statute nust be
considered, and it is inproper to take a word or a few words from
Its context and, with themisolated, attenpt to determne their

meaning. First Nat’'l Bank of Menphis v. MCanless, 186 Tenn. 1

207 S.wW2d 1007, 1009-10 (1948). Although tax statutes nust be
liberally construed against the taxing authority, exenptions are
strictly construed agai nst the taxpayer, who has the burden of

proving entitlenment to the exenption. Cape Fear Paging Co. V.

Huddl eston, 937 S.W2d 787, 788 (Tenn. 1996); Covington Pike

Toyota, Inc. v. Cardwell, 829 S.W2d 132, 135 (Tenn. 1992).

The issue stated in the certified question and the issue
focused on by the parties is actually a secondary issue. The
certified question, as stated, fails to recogni ze that the
exenption under Tenn. Code Ann. 8§ 67-2-101(1)(B)(i) is not for

bonds but only for "[o]rdinary comrercial paper, trade acceptance,

etc., maturing in six (6) nonths or |less fromthe date of
i ssuance." (Enphasis added). Lipsconb asserts that “al though the

Li psconb Bonds have a stated maturity date of May 1, 2020, they
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function for all intents and purposes as demand instrunents, and
any interest on the Bonds is excluded fromthe Hall |ncone Tax.”
The taxpayers respond that “the Li psconb Bonds contain numerous
terms and conditions that clearly contenplate a future maturity
date of May 1, 2020. Therefore . . . such bonds cannot be demand
or short terminstrunents maturing in six nonths or |ess of the
date of issuance and are therefore not exenpt fromthe Hall |ncone

Tax.

The first issue is not whether the bonds mature within
six nmonths. The first issue, and the only issue that need be
resolved in this case, is whether the bonds are “bonds” within the
meani ng of the statute or if they are sone other type of
obligation, the interest on which my be exenpt fromtaxation. |If
they are “bonds” within the neaning of the statute, there is no
appl i cabl e exenption and interest on the obligations is taxable.
If they are ordinary paper, trade acceptances, or simlar
instruments maturing in six nonths or less fromthe date of
I ssuance, then they are not bonds within the nmeaning of the
statute. The statutory provision regarding maturity date becones
material only if the instrunents are found to be conmercial paper,

trade acceptances, or other simlar instrunents.

The terns "commercial paper” and "trade acceptance" are
not defined in the tax statutes. However, both terns have well
defined neanings. Black's Law Dictionary defines "conmercia

paper" as:



Bills of exchange (i.e., drafts), prom ssory
not es, bank-checks, and ot her negoti abl e
instruments for the paynent of noney, which, by
their formand on their face, purport to be
such instrunents. Short-term unsecured

prom ssory notes generally issued by |arge,
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wel | - known corporations and finance conpani es.
UCC Aticle 3 is the general
commer ci al

| aw gover ni ng

Bl ack's Law Dictionary 271 (6th ed. "Trade acceptance" is

defi ned as:

of exchange or draft drawn by the seller
of goods on the purchaser and accepted by such
Once accept ed,
beconmes prinmarily liable to pay the draft.
UCC 8§ 3-413(1).

pur chaser . t he purchaser

ld. at 1493. The bonds in this case are not commerci al

trade accept ances, instrunents. The formand terns of

t he bonds are not consistent with ordinary commerci al
trade acceptances within the nmeaning of the exenption statute.
can the term"etc." in Tenn. Code Ann. 8 67-2-101(1)(B)(i) be

construed to bring the bonds within the coverage of the exenption
statute. Use of the term"etc.” at the end of a series of terns is
construed by courts to inport other things or purposes of

character with those already named. Anerican Tel

123 Tenn. 130 S.W 1053, 1055 (1910).

The bonds in this case are obligations evidenced by

I nstrunents whereby the obligor is bound to pay interest to the
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obl i gees, and, consequently, are “bonds” within the neaning of the

statute.

The Court observed in Union & Planters Bank & Trust Co.

v. Fort, 170 Tenn. 285, 95 S.W2d 39 (1936), that the definition of
"bond" for tax purposes is broader than its ordinary neaning in a

fi nanci al context.

The word "bond" is conmmonly understood in
financial circles to be the obligation of a
state or the subdivision of a state, or a
private corporation, represented by a
certificate for the principal, and by
det achabl e coupons for the current interest.

O dinarily, the neaning expressed by the word
"bond” would not extend to and include al

i nterest-bearing obligations of persons, firnmns,
and corporations. Therefore, in order to give
the word a broader neaning, sone definition was
necessary.

ld. at 40. In Shields v. Wllians, 159 Tenn. 349, 19 S. W2d 261

(1929), the Court addressed the constitutionality of various
classifications of incones to be taxed under this statute, and
comment ed upon the rationale for excluding certain short term

obligations fromthe definition of "bond." The Court stated:

The only debatable classification arises
fromthe proviso contained in section 4 of
chapter 86 of the Acts of 1929, which excludes
fromthe obligations described as bonds in that
section "ordinary comercial paper, trade
acceptances and rent notes, etc., maturing in
six nonths or less fromthe date of issuance.”

We think such classification is

-11-
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perm ssible. Short-term|oans are enployed in
mer chandi si ng, manufacturing, and trade. Such
busi ness activities produce wealth and create
new t axabl e values. On the other hand, the
proceeds of long-termloans are used ordinarily
for investnent, to acquire property, not to
produce property, not to create new taxable

val ues.

ld., 19 S.W2d at 267.

Li psconb cites Shackleford v. AQsen, 675 S.W2d 171

(Tenn. 1984) in support of its argunment that interest on the bonds
is exenpt fromthe Hall Income Tax. |In that case, a corporation

i ssued instruments of indebtedness bearing interest to its

enpl oyees who | ent noney to the conpany under an enpl oyee

i nvestnment program The notes were payable thirty days after
demand. The Court concluded that the exenption applied because the
notes effectively were demand notes, which are considered to mature

on the date of issuance. Id. at 173-74. Shackleford is

di stingui shable fromthe present case because the only issue in

Shackl eford was the tine within which the instruments natured. I n

Shackl ef ord, the Comm ssioner of Revenue had deni ed exenpti on under

Tenn. Code Ann. § 67-2-101(1)(B)(i) solely upon the basis that the
notes, by their terns, did not mature within six nonths or |ess
fromtheir date of issue. The Comm ssioner of Revenue did not
guestion the fact that the notes were "ordi nary comrercial paper”
such as usually pass in trade but denied that they matured within
six nonths. 1d. at 173. Whet her the instrunents mature within
si x nmonths woul d becone material in the case before the Court only

if the Court should conclude that the bonds are commerci al paper,

-12-
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trade acceptances, or simlar instrunents. The right to demand
paynent under the liquidity demand provision of the bonds does not
alter the conclusion that they are bonds, not ordinary comercia
paper, trade acceptances, or simlar instruments. The Court,

t herefore, does not reach the issue of whether the bonds mature

Wi thin six nonths for purposes of the exenption in Tenn. Code Ann.

§ 67-2-101(1)(B)(i).

In response to the certified question, the bonds in this
case are “bonds” within the nmeaning of Tenn. Code Ann. 8§ 67-2-
101(1) (A) and are not conmercial paper, trade acceptances, or a
simlar type of instrunment. Accordingly, interest on the bonds is

subject to State incone tax.

The Cerk will transmt this opinion to the United States
District Court for the Mddle District of Tennessee and counsel for
the parties in accordance with Rule 23, Section 8 of the Rul es of
the Tennessee Suprene Court. The costs in this Court will be taxed

to the petitioner, David Lipsconb University.

Rei d, J.
Concur:

Anderson, C. J., Drowota, Birch, and
Hol der, JJ.
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